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E. Cal cul ation of Group Wights and Conversi on Factor

1. G oup Weights (Includes Table, 1, Packaged Services by
Revenue Center)

Section 1833(t)(2)(C of the Act requires the Secretary
to establish relative paynment weights for covered hospital
out patient services. That section requires that the weights
be devel oped using data on clains from 1996 and data from
the nost recent available hospital cost reports. Before
enact nent of the BBRA 1999, we were required to base the
rel ati ve paynent wei ghts on nedian hospital costs. Section
201(f) of the BBRA 1999 anended section 1833(t)(2)(ii) of
the Act to authorize the Secretary to base the relative
paynment wei ghts on either the nmedian or nean hospital costs.
In constructing the database for the outpatient PPS proposed
rul e group wei ghts and conversion factor, we used a universe
of approximately 98 mllion cal endar year 1996 final action
clainms for hospital outpatient departnent services received
t hrough June 1997 to match to the nost recent hospital cost
reports available. W have decided to continue to base the
relative paynents weights in this final rule on nedian (as
opposed to nean) costs because, anong ot her things,
reconstructing our database to evaluate the inpact of using
mean costs after the BBRA 1999 was enacted woul d have

del ayed i npl enmentati on of the hospital outpatient PPS.
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To derive weights based on nedi an hospital costs for
services in the hospital outpatient APC groups, we converted
billed charges to costs and aggregated themto the procedure
or visit level. To acconplish this, we first identified the
cost-to-charge ratio that was specific to each hospital's
cost centers ("cost center specific cost-to-charge ratios”
or CCRs). W then devel oped a crosswalk to match the
hospital's CCRs to revenue centers used on the hospital's
1996 outpatient bills. The CCRs included operating and
capital costs but excluded costs associated with direct
graduat e nedi cal education and allied health educati on.

To determ ne the hospital CCRs, the nobst recent
avai l abl e cost report fromeach hospital was identified.
For the proposed rule, we used cost reports from cost
reporting periods beginning on or after COctober 1, 1994 and
before Cctober 1, 1995 (referred to as PPS-12) or earlier.
For this final rule, nore recent cost reports were avail able
for hospitals. W used cost reports fromcost reporting
peri ods beginning on or after October 1, 1996 and before
Cctober 1, 1997 (PPS-14) for approximately 94 percent of the

hospital s in our database.
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I f the nost recent avail able cost report for a hospital
was one that had been submtted but not settled, we
calculated a factor to adjust for the differences that
general ly exi st between settled and "as subm tted" cost
reports. The adjustnent factor was determ ned by dividing
t he outpatient departnent cost-to-charge ratio fromthe
hospital's nost recent settled cost report by the outpatient

departnment cost-to-charge ratio fromthe hospital’s "as
subm tted" cost report for the sanme period. The resulting
ratio was used to adjust each of the CCRs in the hospital’s
nost recent "as submtted" cost report. W repeated this
process for every hospital for which the nost recent
avai |l abl e cost report was a cost report that had not been
settl ed.

The O fice of Inspector General (OG for DHHS is
concerned that the cost reports we are using may reflect
sonme unal | owabl e costs. Therefore, the O G in conjunction
with HCFA, is proposing to exam ne the extent to which the
cost reports used reflect costs that were i nappropriately

al | oned. If this exam nation reveal s excessive

I nappropriate costs, we will address this issue in a future
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proposed rule, or perhaps seek |egislation to adjust future
paynment rates downwar d.

We next elimnated fromthe hospital CCR database
258 hospitals that we have identified as having reported
charges on their cost reports that were not actual charges
(for exanple, they make uniform charges for all services).
These excluded hospitals were Kai ser, New York Health and
Hospital Corporation, and all-inclusive rate hospitals.
After renoving these hospitals, we calculated the geonetric
mean of the total operating CCRs of hospitals remaining in
our CCR database. W identified 58 hospitals whose total
operating CCR exceeded the geonetric nean by nore than 3
standard devi ations. These hospitals were al so renoved from
our CCR dat abase.

After assenbling and editing our new CCR dat abase, we
mat ched revenue centers from approximately 80 mllion clains
to CCRs of approximately 5,700 hospitals. W excluded from
the crosswal k approximately 15 mllion clains in which the
bill type denoted services that would not be covered under
the PPS (for exanple, bill type 72X for dialysis services
for patients with ESRD). W also excluded alnmost 3 mllion

claims fromthe hospitals that we had renoved or trimred
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fromthe hospital CCR database. The table bel ow shows the
five cost reporting periods used and the percentage of the
cost reports within each PPS period for which we were able
to match 1996 cl ai ns.

Per cent age of

Cost Reports
Reporting Period Mat ched

PPS-15 (cost reporting period 0.1
begi nning on or after 10/1/97 and
before 10/ 1/98)

PPS-14 (cost reporting period 94. 2
begi nning on or after 10/1/96 and
before 10/ 1/97)

PPS-13 (cost reporting period 3.7

begi nning on or after 10/1/95 and
before 10/ 1/96)

PPS-12 (cost reporting period 1.7
begi nning on or after 10/1/94 and

before 10/ 1/95)

PPS-11 (cost reporting period 0.3

begi nning on or after 10/1/93 and
before 10/ 1/94)

Tot al 100.0
Next, we took the estimated 80 mllion clains that we
had matched with a cost report and separated theminto two
di stinct groups: single-procedure clains and nultiple-

procedure clainms. Single-procedure clains were those that

i ncl uded only one HCPCS code (other than |aboratory and
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i ncidentals such as packaged drugs and veni puncture) that
coul d be grouped to an APC. Multiple-procedure clains

i ncl uded nore than one HCPCS code that could be mapped to an
APC. There were approximately 45.4 mllion single-procedure
claims and 34.6 mllion nultiple-procedure clains.

To cal cul ate nedi an costs for services within an APC,
we used only the single-procedure bills. (O the roughly
45.4 mllion single-procedure clains, about 24 mllion were
excl uded fromthe conversion process |argely because the
only HCPCS codes reported on the clains were for |aboratory
procedures or other outpatient services not paid under the
outpatient PPS.) This approach was taken because the
information on cl ainms does not enable us to specifically
al l ocate charges or costs for packaged itens and services
such as anesthesia, recovery room drugs, or supplies to a
particul ar procedure when nore than one significant
procedure or nedical visit was billed on a claim Use of
the single-procedure bills mnimzes the risk of inproperly
assigning costs to the wong procedure or visit. Although
we used only single-procedure/visit bills to determ ne APC

rel ati ve paynent weights, we used nultiple-procedure bills
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in the conversion factor and service m x cal cul ati ons,
regressions, and inpact anal yses.

For each single-procedure claim we calculated a cost
for every billed line itemcharge by multiplying each
revenue center charge by the appropriate hospital -specific
CCR. If the appropriate cost center did not exist for a
gi ven hospital, we crosswal ked the revenue center to a
secondary cost center when possible, or to the hospital's
overall cost-to-charge ratio for outpatient departnment
services. W excluded fromthis calculation all charges
associ ated wth HCPCS codes previously defined as not paid
under this PPS (for exanple, |aboratory, anbul ance, and
t her apy services).

To cal cul ate the per-procedure or per-visit costs, we
used the charges shown in the revenue centers that contained
itens integral to performng the procedure or visit. These
i ncluded those itens that we previously discussed as being
subj ect to our proposed packagi ng provision. For instance,
in calculating the surgical procedure cost, we included
charges for the operating room treatnment roons, recovery,
observation, nedical and surgical supplies, pharnmacy,

anest hesi a, casts and splints, and donor tissue, bone, and
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organ. For nedical visit cost estimates, we included
charges for itenms such as nedical and surgical supplies,
drugs, and observation. A conplete listing of the revenue
centers that we used is shown below in Table 1, Packaged

Servi ces by Revenue Center



TABLE 1

309

PACKAGED SERVI CES BY REVENUE CENTER

ASC AND OTHER SURGERY

MEDI CAL VISIT

OTHER DI AGNCSTI C ( BLENDED

1005FC

250 PHARMACY

251 GENERI C

252 NONGENERI C

257 NONPRESCRI PTI ON DRUGS

258 'V SOLUTI ONS

259 OTHER PHARMACY

260 | V THERAPY, GENERAL CLASS

262 | V THERAPY/ PHARVACY SERVI CES

263 | V THERAPY/ DRUG
SUPPLY/ DELI VERY

264 | V THERAPY/ SUPPLI ES

269 OTHER |V THERAPY

270 M&S SUPPLI ES

271 NONSTERI LE SUPPLI ES

272 STERI LE SUPPLI ES

276 | NTRAOCULAR LENS

279 OTHER M&S SUPPLI ES

370 ANESTHESI A

379 OTHER ANESTHESI A

390 BLOOD STORAGE AND PROCESSI NG

399 OTHER BLOOD STORAGE AND
PROCESSI NG

250 PHARMACY

251 GENERI C

252 NONGENERI C

257 NONPRESCRI PTI ON DRUGS

258 'V SOLUTI ONS

259 OTHER PHARMACY

270 M&S SUPPLI ES

271 NONSTERI LE SUPPLI ES

272 STERI LE SUPPLI ES

279 OTHER M&S SUPPLI ES

254 PHARMACY | NCI DENT TO OTHER
DI AGNOSTI C

372 ANESTHESI A | NCI DENT TO OTHER

DI AGNOSTI C

630

631
632
633
700
709
710
719
720
721
723
762
810
819
890
891
892
893
899

630

631
632
633
700
709
762

622

710
719
762

DRUGS REQUI RI NG SPECI FI C
| DENTI FI CATI ON, GENERAL
CLASS

SI NGLE SOURCE DRUG
MULTI PLE SOURCE DRUG
RESTRI CTI VE PRESCRI PTI ON
CAST ROOM

OTHER CAST ROOM
RECOVERY ROOM

OTHER RECOVERY ROOM
LABOR ROOM

LABOR

Cl RCUMCI SI ON

OBSERVATI ON ROOM

ORGAN ACQUI SI TI ON

OTHER ORGAN ACQUI SI Tl ON
OTHER DONOR BANK

BONE

ORGAN

SKI'N

OTHER DONOR BANK

DRUGS REQUI RI NG SPECI FI C
| DENTI FI CATI ON, GENERAL
CLASS

SI NGLE SOURCE DRUG

MULTI PLE SOURCE DRUG
RESTRI CTI VE PRESCRI PTI ON
CAST ROOM

OTHER CAST ROOM
OBSERVATI ON ROOM

SERVI CES)

SUPPLI ES | NCI DENT TO OTHER
DI AGNOSTI C

RECOVERY ROOM

OTHER RECOVERY ROOM
OBSERVATI ON ROOM



1005FC 310

RADI OLOGY SUBJECT TO THE FEE SCHEDULE AND OTHER RADI CLOGY

255 PHARMACY | NCI DENT TO 710 RECOVERY ROOM
RADI OLOGY 719 OTHER RECOVERY ROOM
371 ANESTHESI A | NCl DENT TO 762 OBSERVATI ON ROOM
RADI OLOGY
621 SUPPLI ES | NCI DENT TO
RADI OLOGY

ALL OTHER APC GROUPS

250 PHARMACY 270 M&S SUPPLI ES

251 GENERI C 271 NONSTERI LE SUPPLI ES

252 NONGENERI C 272 STERI LE SUPPLI ES

257 NONPRESCRI PTI ON DRUGS 279 OTHER M&S SUPPLI ES

258 'V SOLUTI ONS 630 DRUGS REQUI RI NG SPECI FI C

259 OTHER PHARMACY | DENTI FI CATI ON, GENERAL

260 | V THERAPY, GENERAL CLASS CLASS

262 | V THERAPY PHARMACY SERVI CES 631 SI NGLE SOURCE DRUG

263 | V THERAPY 632 MULTI PLE SOURCE DRUG
DRUG SUPPLY/ DELI VERY 633 RESTRI CTI VE PRESCRI PTI ON

264 | V THERAPY SUPPLI ES 762 OBSERVATI ON ROOM

269 OTHER | V THERAPY

We then applied to these cost estimates an adj ustnent
to calibrate the costs to cal endar year 1996 for those
services in hospitals whose CCRs were cal cul ated using FY
1997 or later cost reports. On average, hospital charges
were rising faster than costs in FY 1997. W therefore nade
this adjustnment for the cal culation of the weights, as well
as for the hospital costs used in the conversion factor and
i npact nodel, to ensure that we did not underestimte costs
and paynments. W based this hospital specific CCR
adj ustnrent on the observed change in each hospital’ s overal

CCR (total operating + total capital) fromthe proposed rule
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cost report database to the new final rul e database. |If
applicable, we then calculated a nonthly rate of change and
applied it based on the nunber of nonths past 1996
enconpassed in a hospital’s cost reporting period; if a
hospital’s period coincided conpletely wthin cal endar year
1996, no adj ustnent was nade.

After calibrating the costs to cal endar year 1996, we
st andar di zed costs for geographic wage variation by dividing
the | abor-related portion of the operating and capital costs
for each billed itemby the FY 2000 hospital inpatient
prospective paynent system wage index published in the
Federal Register on July 30, 1999 (64 FR 41585). As in the
proposed rule and correction notice, we used 60 percent to
represent our estimate of that portion of costs
attributable, on average, to labor. A nore detailed
di scussi on of wage index adjustnents is found below in
section I1l.G of this docunent.

The standardi zed | abor-rel ated cost and the nonl abor -
rel ated cost conponent were summed for each billed itemto
derive the total standardi zed cost for each procedure or
medi cal visit. Extrenely unusual costs that appeared to be

errors in the data were trimed from standardi zed procedure
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and visit costs. This trimm ng nethodol ogy is anal ogous to
that used in calculating the DRG weights for the inpatient
PPS: elimnate any bills with costs outside of 3 standard
deviations fromthe geonetric nean. W used the geonetric
mean and the associ ated standard devi ati on because the
distribution of costs nore closely resenbles a | ognor mal
distribution than a normal distribution: there are no
negati ve costs, and the average cost is greater than the
medi an cost. Use of the geonetric nmean m nimzes the inpact
of the nmost unusual bills in the determ nation of the nean.
The geonetric mean is cal cul ated by taking the nmean of the
natural logarithmcost. Because the distribution of the
natural logarithns of a set of nunmbers is nore conpact than
the distribution of the nunbers thenselves, bills wth
extrene costs do not appear as extrenme as they would if
non-| ogged costs were exam ned. This ensures that only the
nost aberrant data wll be renoved fromthe cal cul ation.
After trimmng the procedure and visit |evel costs, we
mapped each procedure or visit cost to its assigned APC and
cal cul ated the nedian cost for each APC wei ghted by
procedure volune. Using the nedian APC costs, we cal cul ated

the rel ative paynent weights for each APC. W scal ed al
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the relative paynent weights to APC 601, a md-level clinic
visit, because it is one of the nost frequently perforned
services. This approach is consistent with that used in
devel oping relative value units for the Medi care physician
fee schedule. By assigning APC 601 a rel ative paynent

wei ght of 1.0, hospitals can easily conpare the relative

rel ati onship of one APC to another. Next, we divided the
medi an cost for each APC by the nmedian cost for a md-|evel
clinic visit, APC 601, to derive the relative paynment wei ght
for each APC. The nmedian cost for APC 601 is $47.00. In
the proposed rule, we also used a md-level clinic visit,
APC 91336, which had a nedian cost of $54.00, as the scaler
of APC weights. On average, due to the reduced value of the
scal er used for this notice, the final weights will be

hi gher than those published in the proposed rule.

Comment: Sonme commenters believe that the ratesetting
met hodol ogy does not reflect conplex cases because we
elimnate statistical "outlier” clains fromthe cal cul ation
of the median costs and the weights.

Response: As noted above, we trinmed clains with
estimated costs that were outside of three standard

deviations fromthe geonetric nean. Because we renoved
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cl ai rs above or below the nmean, we corrected for data errors
t hat woul d have skewed the estimates of nedian costs and
group wei ghts upward or downward. W believe this trimis a
valid nethod of renoving extrenely unusual costs that are
nost |ikely associated with data subm ssion errors and do
not represent actual costs. In addition, it is consistent
with the nethod we use to set inpatient hospital diagnosis-
related group (DRG weights.

Comment: Nunmerous commenters di sagreed with our use of
singl e-procedure clains only in the calculation of the
rel ati ve paynent weights. One commenter was concerned that
we coul d be masking differences in resource use attributable
to patient characteristics by using only single-procedure
clainms to calculate relative weights.

Response: W used single-procedure clainms to cal cul ate
the relative weight for each APC because we coul d not
accurately allocate costs to a particular procedure when the
costs were part of a bill for nmultiple procedures. Bills
with a single major procedure provided are, in nost cases,
the best estimate of relative procedure costs. It is

inportant to note that for all other cal culations, including
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cal cul ation of the conversion factor, we used both single-
procedure and nul tipl e-procedure bills.

We do not believe that using single-procedure bills
bi ases the rel ative cost of any particul ar procedure.
Al t hough patients with nore conpl ex heal thcare needs m ght
have several procedures perfornmed, hospital charges for an
i ndi vi dual procedure would not be greater. Qur nost
significant concern was that distribution of single bill
procedures within an APC would not reflect the correct
distribution of those procedure on all bills. However,
careful statistical anal yses denonstrated that the
distribution of procedures within an APC group did not
differ when single bill procedure frequencies were conpared
with all bills. It is also inportant to note that when
itenms or services were to be packaged with a nmgjor
procedure, we added their costs to that procedure prior to
maki ng the single bill determnation. Therefore, the costs
of contrast nedia, for exanple, are included in the relative
wei ghts. I n sone cases, we agreed with the comenters that
this approach needed to be nodified. For exanple, for
chenot her apy, we are not grouping drugs, but rather paying

for each one separately. Mreover, as a result of the
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transitional pass-through provisions of the BBRA 1999,
radi opharmaceuticals will be paid separately fromthe
nucl ear medi ci ne APCs.

Comment: Several comrenters expressed concern that the
1996 clains data are insufficient or inadequate to devel op
the PPS nodel. For exanple, sone comenters asserted that
the 1996 data are not recent enough to reflect the current
m x of outpatient services. Sone commenters al so argued
that undercoding in the data would | ead to underesti mates of
medi an costs. O her commenters recommended that we address
al | eged i nadequacies in the data by gathering cost data on
new procedures and by basi ng paynment on these data until we
can determ ne whether to place a new procedure in an
exi sting APC or create a new APC

Response: Wile we acknow edge limtations of setting
paynment rates with historical clains data,
section 1833(t)(2)(C of the Act requires us to use 1996
clains in developing the PPS. W discuss howwe will price
new procedures that are not reflected in our database in
section I11.C 8 of this preanble.

Comment: Comrenters were concerned about the cost-to-

charge ratios used to estimate medi an APC costs and pre-BBA



1005FC 317
paynments. For exanple, one nedical organization reconmended
that we account for the capital-intensive nature of
radi ol ogy services by adjusting the cost-to-charge rati os
applicable to these services for the step-down nethodol ogy
that all ocates capital expenses by square footage. The
belief is that these allocation nmethods underestimte
radi ol ogi cal equi pnent costs and certain cost-to-charge
ratios, leading to underestimates of the median costs for

rel evant APC groups.

Response: Although capital-related costs nay be
allocated to routine and ancillary service cost centers
usi ng the step-down net hodol ogy based on square footage, as
an alternative, the "dollar value" nethod may be used by
hospitals. This nmethod is nade available to hospitals in
Wor ksheet B-1 of the hospital cost report (HCFA 2552-96).
The dollar value nethod nore accurately distributes the
capital costs associated with equi pnment to the revenue-
produci ng cost center to which the equi pnent is assigned.

We are not able to adjust the cost-to-charge ratios of those
hospital s that allocate equi pnment based on square footage

because we have no way of know ng which specific equi pnment
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costs should be allocated to revenue-produci ng cost centers
in each hospital
2. Conver si on Fact or

Section 1833(t)(3)(O (i) of the Act requires that we
establish a conversion factor for 1999 to determ ne the
Medi care paynent anounts for each covered group of services.
For the proposed rule as corrected, we derived the
conversion factor froma base anount of paynents descri bed
in section 1833(t)(3)(A) of the Act, as enacted in the BBA
1997. Such base ampunt was cal cul ated for the services
included in the outpatient PPS as an estimate of the sum of
(1) total paynments that woul d be payable fromthe Trust Fund
under the current (non-PPS) paynent systemin 1999, plus
(2) the beneficiary coinsurance that woul d have been paid
under the new (PPS) systemin 1999. For the final rule,
however, we derived the conversion factor froma base anount
t hat i ncludes beneficiary coi nsurance that woul d have been
made under the current (non-PPS) systemrather than the
proposed (PPS) system Section 201(l) of the BBRA 1999
states: "Wth respect to determ ning the anount of
copaynents described in paragraph (3)(A) (ii) of section

1833(t) of the Social Security Act, as added by section
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4523(a) of the BBA, Congress finds that such amount shoul d
be determ ned without regard to such section, in a budget
neutral manner with respect to aggregate paynents to
hospitals, and that the Secretary of Health and Human
Services has the authority to determ ne such anpbunt w t hout
regard to such section.”

Section 1833(t)(2)(C of the Act requires us to project
utilization for hospital outpatient services. W were
unabl e to nake precise projections of increases in the
vol une and intensity of services because we were not able to
quantify sone of the factors that affect utilization. For
i nstance, we would anticipate that Medicare beneficiaries
who choose to mgrate to nmanaged care plans may be heal thier
than those who choose to stay in fee-for-service plans.

Thus, we could assune a decrease in the volunme of services
coupled with an increase in the intensity of services

furni shed for Medicare beneficiaries in the fee-for-service
program Another factor that we believe wll affect future
utilization is the incentive to code billed services nore
accurately. Currently, hospitals are paid for the mgjority
of the outpatient services they furnish on a cost basis, and

i naccurate or inproper coding does not necessarily affect



1005FC 320
t he amount of paynent. |In contrast, under the PPS,
hospitals are required to use HCPCS codes in order to
recei ve paynment. W expect that the frequency of sone
services may increase as a result of the coding

requi renents. We believe each of these assunptions wll
affect the reporting of volunme and intensity of services,
al though we are not able to quantify themindividually to
project 1999 utilization. Therefore, we used what we
believe to be a nore reliable and valid approach to
conputing the conversion factor under the nethodol ogy
descri bed bel ow.

Comment: A large national trade associati on comrent ed
that the exclusion of clains for unclassified services (for
exanpl e, those clains for which we cannot identify the
service to be paid) fromthe PPS nodel could bias the
conversion factor downward if the excluded clains have a
di sproportionate nunber of services with high paynent to
cost ratios, such as clinic and energency roomvisits.

Response: In order to set the conversion factor as
accurately as possible, we used only clains for which the
costs and vol une of services could be identified on the

bill. As noted by the comenter, this decision resulted in
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the exclusion of clainms with unclassifiable services. Upon
exam nation of these clains, we have determ ned that
services with high paynent to cost ratios (those that would
gai n under the PPS system were not disproportionately
represented. Therefore, we believe the exclusion of
uncl assi fiabl e services does not bias the conversion factor.
Setting the Rates

In order to convert the relative weights determ ned for
each APC (see section IIl1.E. 1) into paynent rates, we
cal cul ated a conversion factor that would result in total
estimated paynents to hospitals under the PPS in 1999 equal
to the total estimted paynents that woul d have been payabl e
fromthe Trust Fund in 1999 if PPS had not been enacted plus
estimated beneficiary coinsurance for the sane services
during the sane period. The prospective paynent rate for
each APC is calculated by multiplying the APC s relative
wei ght by the conversion factor. For the calculation of the
conversion factor, we have excluded all data fromthe 58
Maryl and providers that qualify under section 1814(b)(3) of
the Act for paynment under the State’s paynent system W
conput ed the conversion factor by first adding together the

aggregate Medi care hospital outpatient paynents nmade under
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t he cost-based paynent system (referred to in this section
as pre-PPS paynents) for cal endar year 1996, plus the
estimated beneficiary coi nsurance anounts made under pre-PPS
| aw for the sanme services. W then divided that anmount by a
wage- adj usted sum of the relative weights for all APCs under
t he hospital outpatient PPS. The methodol ogy we used to
determ ne current | aw Medi care hospital outpatient paynents

and beneficiary coinsurance is discussed belowin

section Ill1.E. 2.a. A discussion of the sumof the relative
wei ghts follows in section IIl.E. 2.b.
a. Cal cul ating Aggregate Cal endar Year 1996 ©Medi care and

Beneficiary Paynents for Hospital Qutpatient Services (Pre-

PPS)

To cal cul ate Medicare hospital outpatient paynent
anounts before inplenentation of the PPS, we first
identified cal endar year 1996 single and multiple procedure
bills for all the services that we will recogni ze under the
outpatient PPS. As we identified services that will be paid
under the outpatient PPS, we elimnated invalid or
noncover ed HCPCS codes.

Hospital paynents include both operating and capital

costs for the HCPCS coded services for which paynent is to
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be made under the outpatient PPS. W sunmmed these two types
of costs by HCPCS code at the provider level. Consolidating
the data in this manner allowed us to sinulate provider
paynment on an aggregate basis. Then (as required by

section 1861(v)(1)(S)(ii) of the Act as anended by section
201(k) of the BBRA 1999), we applied the capital cost
reductions of 10 percent and operating cost reductions of
5.8 percent.

We determ ned for each HCPCS code the applicable
paynment et hodol ogy under the current system Paynment
before inplenentation of PPS for procedures in the baseline
was cal cul ated using one of the foll ow ng equations, as
appropri at e:

 For radiology procedures paid for under the radiol ogy
fee schedul e, we determ ned paynent in the aggregate for
each provider as the |lower of the cost, charge, or bl ended
anount. W use the follow ng equation to determ ne the

radi ol ogy bl ended anount:

(0.42 x |l ower of cost or charge m nus beneficiary coinsurance) +
(0.58 x ((0.62 x global physician fee schedul e anmount) - beneficiary

coi nsurance))

» For surgical procedures for which Medicare pays an ASC

facility fee, we determ ned paynent in the aggregate for
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each provider as the |ower of the cost, charge, or bl ended
anount. W used the follow ng equation to determ ne the ASC

bl ended anpunt:

(0.42 x |l ower of cost or charge m nus beneficiary coinsurance) +

(0.58 x (ASC paynent rate - beneficiary coinsurance))

 For diagnostic procedures paid for under the diagnostic
fee schedul e, we determ ned paynent in the aggregate for
each provider as the |ower of the cost, charge, or bl ended
anmount. W used the follow ng equation to determ ne the
bl ended anmount for diagnostic procedures:

(0.50 x |l ower of cost or charge m nus beneficiary coinsurance) +

(0.50 x ((0.42 x global physician fee schedul e anmount) - beneficiary

coi nsurance))

For all other covered services not subject to one of
t he bl ended paynment nethod categories, we determ ned paynent
as the lower of costs or charges | ess beneficiary
coi nsurance. Because the formul a-driven overpaynent (FDO
was corrected beginning Cctober 1, 1997, the bl ended
equations elimnate FDO.

We then determ ned the Medicare paynent ampunt for each
provi der by summ ng the aggregate anounts conputed for each
of the four types of paynent nethodol ogi es di scussed above.

In addition, we determ ned the anmount of the beneficiary
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coi nsurance for each provider using the beneficiary

coi nsurance anounts that woul d have been paid before

i npl enentation of PPS. The total amount (Medicare and
beneficiary paynents) reflects the anount hospitals would be
pai d under the PPS and is the nunerator in the equation for
cal cul ating the unadjusted conversion factor.

b. Sum of the Relative Wi ghts

Next we summed the discounted relative weights for
services that are within the scope of the outpatient PPS.
(See discussion of discounting for surgical procedures in
section I11.C.7.) Specifically, we nultiplied (using single
and nultiple procedure clains in a hospital) the di scounted
vol une of procedures or visits in each APC group by the
relative weights for each APC group; we wage-adj usted
60 percent of this total by each hospital’ s wage index, and
we then sumred t he wage-adj usted and nonadj usted wei ghts
across all hospitals. (The wage indices used are included
in Addenda H, |, and J.) The resulting sumequals the
denom nator in the calculation of the conversion factor. W
cal cul ated the conversion factor by dividing the sumof the
di scounted relative weights into the total paynent expl ai ned

in section Il1l.E 2.a, above, including both Medicare paynment
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and beneficiary coinsurance. W then adjusted the
conversion factor so that the outlier and pass-through
paynents are inplenented in a budget neutral manner, as
described in sections II1.H 1 and Il11.D. The adjusted

cal endar year 1996 conversion factor is $43.023. To inflate
t he 1996 conversion factor to 1999, our Ofice of the
Actuary estimated an update factor of 1.106. Therefore, the
adj usted 1999 conversion factor is $47.583.

For cal endar year 2000, we updated the conversion
factor as specified in section 1833(t)(3)(C(iii) of the
Act. The update is the nmarket basket percentage increase
applied to hospital discharges occurring during the fiscal
year ending in calendar year 2000 m nus 1 percentage point.
For 2000, the updated conversion factor is $48. 487.

Comment: A nunber of commenters suggested that we
renove the behavioral offset that we proposed to apply to
the conversion factor. As proposed, the intent of the
of fset was to adjust for hospital coding changes that take
pl ace in response to reductions in beneficiary coinsurance.

Response: W have decided not to include a behavioral
offset to the conversion factor in this final rule.

Hospital codi ng changes are expected to occur under the
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out pati ent PPS; however, we believe changes that occur
during the first PPS years will result from hospitals
billing nore accurately under the new system A behavi oral
of fset inplenented in the initial PPS years may distort the
incentives to bill accurately. W may reconsider

i npl enentation of a behavioral offset in future years as we
gat her data and gai n experience under the new system

Comment: A large national trade association expressed
concern that application of the 5.8 percent and 10.0 percent
reduction to costs for all hospital outpatient services
i ncluded in the PPS nodel underestimates the conversion
factor. They recommended that we exclude the Part B
services provided to inpatients who exhaust their Part A
benefits fromthe reductions.

Response: Qur analysis shows that fewer than 5,000 of
the nore than 80 mllion clains used to set the conversion
factor were associated with these types of services. Total
costs associated with these clains were |less than $1.4
mllion, which is too small to have a neasurable effect on
t he conversion factor.

Comment: Many comrenters strongly argued that we

m sinterpreted the provisions of section 1833(t)(3) of the
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Act in calculating beneficiary coinsurance for purposes of
setting the base anount of the conversion factor. The
commenters noted that this nethodol ogy contributed
significantly to the estimated 5.7 percent reduction in
Medi care out patient paynents to hospitals reflected in the
proposed rule. Mst comrenters further argued that the
Congress did not intend for this loss to occur and that we
had the authority to interpret the nethodol ogy described in
the statute so that no net change in paynents would result
fromthe conversion factor.

Response: Section 1833(t)(3)(A) of the Act, as added
by the BBA 1997, states that, for purposes of calculating
t he base anobunt used to determ ne the conversion factor, the
Secretary shall calculate "the total amount of copaynents

estimated to be paid under this subsection...." (Enphasis

added.) For the proposed rule, we estimated the coi nsurance
that woul d be paid under PPS. 1In section 201(l) of the BBRA
1999, the Congress addressed the cal cul ati on of the base
anopunt, stating, "Wth respect to determ ning the anmount of
copaynents described in paragraph (3)(A)(ii) of section
1833(t) of the Social Security Act, as added by section

4523(a) of the BBA, Congress finds that such anmount shoul d
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be determ ned without regard to such section, in a budget
neutral manner with respect to aggregate paynents to
hospitals, and the Secretary of Health and Human Servi ces
has the authority to determ ne such anount w thout regard to
such section.” Therefore, for this final rule, we estinmated
t he coi nsurance that woul d have been paid if PPS had not

been enact ed.



